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E.O. 11652: N/A 
TAGS: OECD, ECON.US 

SUBJECT: ECONOMIC AND DEVELOPMENT REVIEW COMMITTEE 
(EDRC): REVIEW OF THE UNITED STATES, JUNE 28, 1978 

REF: (A) EDR(78)15 AND ADDENDA; (B) STATE 169672 

1 . SUMMARY AND COMMENT: EXTENSIVE CONGRUENCE OF VIEW 
AMONG SECRETARIAT, U.S. DEL AND EDRC RESULTED IN MINIMAL 
REVISIONS TO SECRETARIAT DRAFT SURVEY OF U.S. ECONOMY. 
PRESENTATION BY U.S. DELEGATION (HEADED BY CEA MEMBER 
GRAMLEY AND INCLUDING WIDMAN, TREASURY; TRUMAN, FRB) 
COVERED USG LATEST OFFICIAL FORECAST PLUS ANALYSIS OF 
POLICY STANCE IN LIGHT OF UNEXPECTEDLY STRONG EMPLOY- 
MENT GROWTH, PERSISTENT INFLATIONARY PRESSURES AND INTER- 
NATIONAL ECONOMIC SITUATION. QUESTIONING BY EDRC EXAMI- 
NERS (FRANCE AND CANADA), OTHER DELS AND SECRETARIAT 
WAS ACTIVE AND WIDE-RANGING. PUZZLING BEHAVIOR OF 
LABOR PRODUCTIVITY WAS SUBJECT NUMEROUS QUESTIONS: U.S. 
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DEL EXPLAINED THAT NO CLEAR ANSWERS ARE YET AVAILABLE, 
BUT THAT SOME PRODUCTIVITY CATCH-UP EXPECTED OVER NEXT 
SIX QUARTERS. EDRC ENDORSED SECRETARIAT AND U.S. DEL 
EMPHASIS ON COUNTER-INFLATIONARY POLICY, ALTHOUGH UK 
DEL QUESTIONED WHETHER INFLATION RISK NOT OVERSTATED 
AND RECESSION/UNEMPLOYMENT RISK UNDER-ESTIMATED. FRENCH 
DEL SET COURSE OF INQUIRY ON BOP BY QUESTIONING "GENER- 
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ALLY ACCEPTED" THESIS THAT U.S. SHOULD REDUCE CURRENT 
ACCOUNT DEFICIT AS MEANS TO RESTORE CONFIDENCE IN DOLLAR, 
SINCE U.S. DEFICIT IS MAIN SOURCE OF BUOYANCY IN OECD 
AREA. U.S. SAID CONFIDENCE OR STRONG DOLLAR IS CRUCIAL 
TO INTERNATIONAL MONETARY SYSTEM AND SHARP RISE IN U.S. 
DEFICIT HAD WEAKENED CONFIDENCE - EVEN SO, U.S. NOT 
FACED WITH POLICY DILEMMA SINCE SOMEWHAT SLOWER GROWTH, 
LOWER INFLATION AND EFFICIENT ENERGY POLICY ARE CALLED 
FOR BY BOTH DOMESTIC AND EXTERNAL CONSIDERATIONS. CAN- 
DID AND CONCISE RESPONSES FROM U.S. DEL TO QUESTIONS 
EVOKED NUMEROUS FAVORABLE COMMENT IN COMMITTEE AND PRI- 
VATELY FROM EDRC DELS, OFTEN EXPRESSING OPINION THAT 
U.S. REVIEW WAS EXCELLENT EXAMPLE OF HOW EDRC EXAMINA- 
TION SHOULD GO. REVISED U.S. SURVEY APPROVED BY EDRC 
ON JULY 10; WILL BE MADE AVAILABLE TO PRESS ON JULY 18 
EMBARGOED TO JULY 26. PUBLISHED SURVEY WILL BE SENT TO 
POSTS IN ALL OECD CAPITALS FOR INFO. END SUMMARY 

2. TRENDS AND OUTLOOK: U.S. DEL (GRAMLEY) OUTLINED NEW 
OFFICIAL USG FORECAST (RELEASED JULY 7, SEE EUR WIRELESS 
NO. 130) WHICH REVISED REAL OUTPUT COMPONENTS DOWNWARD 
FROM JANUARY USG FORECASTS; NEW GNP FORECAST IS 4 PER 
CENT GROWTH PROFILE FOR 1978 AND 1979. WITH 4.1 AND 4.3 
RESPECTIVELY YEAR/YEAR. SECOND QUARTER 1978 EXPECTED TO 
REACH 7 TO 9 PERCENT TO MAKE UP WEAK FIRST QUARTER, BUT 
NOT EXPECTED TO CREATE MOMENTUM TO MAINTAIN FASTER PACE. 
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UNEMPLOYMENT PROJECTION REMAINS UNCHANGED (I.E., 6 PER- 
CENT FOURTH QUARTER 1978, 5-3/4 PERCENT FOURTH QUARTER 
1979) DESPITE OUTPUT REVISION DUE TO UNEXPECTEDLY STRONG 
LABOR DEMAND, NEVERTHELESS, SOME CATCH-UP IN PRODUCTIVITY 
IS EXPECTED (2 PERCENT ANNUAL RATE OVER NEXT SIX QUARTERS 
VS. 1-3/4 TO 2 PERCENT NORMAL RANGE). SEVERAL DELS, 

INCLUDING AUSTRALIA AND JAPAN WERE SKEPTICAL ABOUT CATCH- 
UP. IN RESPONSE TO FRENCH QUESTION ABOUT "RATIONALIZA- 
TION" INVESTMENT, GRAMLEY NOTED SUCH INVESTMENT DESIRABLE 
IN PRESENT CIRCUMSTANCES TO BOOST PRODUCTIVITY - AS 
OPPOSED TO CONCERNS LAST YEAR THAT CAPITAL STOCK WOULD 
BE INSUFFICIENT TO SUPPORT FULL EMPLOYMENT. SECRETARIAT’S 
GROWTH FORECAST, ACCORDING U.S. DEL, AT LOW END OF RANGE 
OF PROJECTIONS WITH SIMILAR ASSUMPTIONS ABOUT INTEREST 
RATE. DIFFERENCES SEEM TO BE CONFINED TO: (1) SECRE- 
TARIAT ASSUMPTION THAT PRIVATE INVESTMENT WILL SLOW DOWN 
(BASED ON APRIL ORDERS STATS), WHILE USG SEES NO EVIDENCE 
OF SLOWDOWN PARTICULARLY GIVEN PROPOSED BUSINESS TAX CUTS 
AND MAINTENANCE OF PROFIT SHARE THROUGH PRODUCTION CATCH- 
UP; USG EXPECTS 7 - 7-1/2 PERCENT INCREASE IN REAL PRI 
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VATE INVESTMENT IN 1979; (2) RESIDENTIAL CONSTRUCTION, 

WHERE USG SEES CONTINUED STRENGTH (ALTHOUGH AT SLOWER 
PACE DUE IN PART TO SUPPLY BOTTLENECKS WHICH CREEP IN 
AT 2 MILLION UNITS ANNUAL RATE) DUE TO INCREASING 
HOUSEHOLDERS’ PERCEPTION OF HOUSING AS INVESTMENT OUTLAY 
AND INFLATION HEDGE THUS REDUCING SENSITIVITY TO MARGI 
NAL CHANGES IN MORTGAGE INTEREST RATES; AND (3) PRIVATE 
CONSUMPTION, WHERE SECRETARIAT SEEMS TO USE HIGHER SAV- 
INGS RATIO. 

3. NEW USG FORECAST ALSO REVISED INFLATION OUTLOOK 
DECEMBER 1978/DECEMBER 1977 TO 6.9 PERCENT FOR GNP 
DEFLATOR; 7.25 PERCENT FOR CPI - WITH "PUBLISHED" SLOW- 
DOWN FORECAST (MORE A HOPE) FOR 1979. USG FEELS THAT 
RECENT STRONG EMPLOYMENT PERFORMANCE REQUIRES THAT 
POLICY CONCENTRATE ON "DEMONSTRABLE" PROGRESS ON INFLA- 
TION FRONT. GRAMLEY CAUTIONED THAT EARLY 1978 INFLA- 
TION STATISTICS MAY BE OVERLY GLOOMY AS THEY (A) REFLECT 
SHARP INCREASES IN FOOD PRICES WHICH ARE EXPECTED TO 
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MODERATE IN COURSE OF 1978 AND (B) ARE SOMEWHAT DIS- 
TORTED BY USE OF MARGINAL (RATHER THAN AVERAGE) MORTGAGE 
RATES AND TERMS IN CALCULATION OF CPI, WHICH, ABSTRACTED 
FROM THESE TWO FACTORS, IS INCREASING AT SLOWER PACE IN 
1978 THAN 1977. WPI ALSO NOW MODERATING AFTER BLIP DUE 
CRUDE MATERIALS PRICE JUMP. DOLLAR DEPRECIATION ESTI- 
MATED TO ADD 1/2 PERCENTAGE POINT TO CPI IN 1978, WITH 
MOST OF EFFECT ALREADY PASSED THROUGH. BIGGEST PROBLEM 
ON INFLATION FRONT, ACCORDING U.S. DEL, IS IN WAGE AREA, 

WITH HEAVY COLLECTIVE BARGAINING SCHEDULE INVOLVING LARGE 
UNIONS COMING UP IN 1979. PROGRESS ON PRICES IN 1978 
AND MODERATION IN 1978 WAGE SETTLEMENTS (POSTAL WORKERS, 
RAILROADS) FELT TO BE ESSENTIAL TO INCREASE LEVERAGE OF 
GOVERNMENT EFFORTS AND PUBLIC OPINION TO MODERATE 1979 
SETTLEMENTS. ALTHOUGH MAJORITY OF 1978 INCREASE IN 
HOURLY EARNINGS EXPLAINABLE BY (A) INCREASE IN MINIMUM 
WAGE EFFECTIVE JANUARY 1 AND (B) COST-OF-LIVING ADJUST- 
MENT WITH RISING CPI, SOME DEMAND PRESSURE BEGINNING TO 
APPEAR, PARTICULARLY NON-UNIONIZED WAGE CATCH-UP AND 
STRONG DEMAND FOR LABOR IN CERTAIN SECTORS. USG ESTIMATES 
THAT NON-INFLATIONARY UNEMPLOYMENT RATE SOMEWHERE IN RANGE 
OF 5 TO 6 PERCENT. HOWEVER, GIVEN INSENSITIVITY OF MAJOR 
UNION SETTLEMENTS TO LABOR MARKET CONDITIONS, USG IS CON- 
VINCED THAT SLACK ECONOMY IS NOT ANSWER TO INFLATION PROB- 
LEM, ALTHOUGH RECENT BEHAVIOR OF EMPLOYMENT (AND PRODUC- 
TIVITY) REQUIRE CAUTIOUS APPROACH TO FUTURE MACRO POLICY. 
SECRETARIAT MORE PESSIMISTIC THAN USG ON INFLATION SINCE 
SECRETARIAT EXPECTS (A) LARGER NON-UNION CATCH-UP; 

(B) THAT BIG MINER S SETTLEMENT MAY BECOME PACESETTER; 

AND (C) THAT FOOD COSTS WILL NOT SLOW DOWN. 

4. ON EXTERNAL SECTOR, WIDMAN (TREASURY) NOTED THAT USG 
HAD REVISED ITS CURRENT ACCOUNT BOP SERIES TO CONFORM 
LIMITED OFFICIAL USE 
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WITH IMF SYSTEM. HE SUGGESTED (AND SECRETARIAT AGREED) 
ADOPTION OF NEW BASIS FOR BOP PRESENTATION IN OECD SUR- 
VEY. CHANGE BASICALLY INVOLVES NEW TREATMENT OF REIN- 
VESTED EARNINGS BY U.S. SUBSIDIARIES ABROAD WHICH WILL 
NOW BE ENTERED BOTH AS CURRENT INFLOW AND CAPITAL OUT- 
FLOW, RESULTING IN $6 BILLION REDUCTION 1977 C/A DEFICIT. 

JUNE ISSUE OF "SURVEY OF CURRENT BUSINESS" WILL GIVE 
EXPLANATION AND RETROACTIVE SERIES ON NEW BASIS. U.S. 

TRADE DEFICIT WAS ON INCREASING TREND THROUGH FIRST 
QUARTER 1978 DUE (A) SHARP RISE IN OIL IMPORTS (WHICH 
IN TURN DUE TO STRUCTURAL CHANGE IN U.S. POSITION FROM 
MAJOR PRODUCER TO MAJOR IMPORTER OF REQUIRED CRUDE 
PETROLEUM); (B) VIRTUALLY FLAT TREND OF EXPORTS CAUSED 
BY WEAK GROWTH IN ALL MAJOR TRADING PARTNERS (BOTH 
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OECD AND ADVANCED DEVELOPING); AND (C) A NUMBER OF SPE- 
CIAL FACTORS IN FIRST QUARTER 1978, LINKED WITH EVENTS 
IN FOURH QUARTER 1977, WHICH SHOULD REVERSE IN COURSE 
OF 1978. OVERALL, 1978 TRADE DEFICIT IS EXPECTED TO BE 
SOMEWHAT LARGER THAN 1977, BUT TO BE ON DOWNWARD TREND 
DURNG COURSE OF YEAR. FOR FUTURE, GROWTH DIFFERENTIALS 
BETWEEN U.S. AND TRADING PARTNERS WILL BE FAR AND AWAY 
BIGGEST FACTOR IN TRADE ACCOUNT - ESTIMATES ARE ROUGHLY 
THAT EACH 1/2 PERCENT LOWER U.S. GROWTH RATE TRANSLATES 
INTO 1-1/2 BILLION LOWER IMPORTS AND EACH 1/2 PERCENT 
INCREASE IN MARKETS INTO 1 BILLION ADDITIONAL EXPORTS. 

(WE ALSO ESTIMATE THAT CURRENTLY U.S. TRADE DEFICIT 
WOULD BE ABOUT HALF OF ACTUAL DEFICIT IF GROWTH RATES 
OF OUR TRADING PARTNERS WERE AT POTENTIAL LEVELS.) 
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ALTHOUGH 1977 U.S. EXPORTS SUFFERED FROM LOST COMPETITIVE 
POSITION DURING 1975 DOLLAR APPRECIATION, FAVORABLE 
EFFECTS FROM 1977/1978 DOLLAR DEPRECIATION SHOULD SHOW 
UP IN LATE 1978/EARLY 1979. 

5. ECONOMIC POLICY: GIVEN UNEXPECTEDLY STRONG DEMAND 
FOR LABOR. U.S. DEL INFORMED EDRC THAT OVERALL MACRO 
POLICY NOW SEEKING TO MAINTAIN GROWTH PATH SLIGHTLY ABOVE 
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LONG-TERM POTENTIAL, WHILE CONCENTRATING ON OBTAINING 
DEMONSTRATED PROGRESS ON INFLATION. FISCAL POLICY, 
ESPECIALLY TAX PACKAGE, HAD BEEN SCALED BACK IN RECOGNI 
TION NEW CIRCUMSTANCES. MONETARY CONDITIONS HAVE ALSO 
TIGHTENED: TRUMAN (FRB) MAKING DISTINCTION BETWEEN TIGHT- 
ENED POLICY (I.E., ML M2 RANGES) AND TIGHTENED CONDI- 
TIONS (I.E., RECENT RISE IN INTEREST RATES WITH CONCUR- 
RENT ABOVE-RANGE GROWTH OF AGGREGATES). TRUMAN NOTED 
THAT FED PARTICULARLY SENSITIVE TO POTENTIAL EFFECT OF 
RISE IN INTEREST RATES ON INVESTMENT AND WOULD ACT AS 
NECESSARY TO SUSTAIN INVESTMENT COMPONENT OF RECOVERY. 
LIMITED OFFICIAL USE 
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HE CITED, AS EXAMPLE, RECENT QUICK ACTION TO RELAX REGU- 
LATION Q WHEN HOUSING WAS THREATENED BY SHORTAGE OF 
MORTGAGE FUNDS. 

6. U.S. DEL INDICATED THAT FURTHER REDUCTIONS IN UNEM- 
PLOYMENT WILL DEPEND LESS ON DEMAND MANAGEMENT THAN ON 
SELECTIVE, TARGETED EMPLOYMENT PROGRAMS TO OVERCOME 
STRUCTURAL PROBLEMS IN LABOR MARKET (E.G., TARGETED PUB 
LIC SERVICE EMPLOYMENT, IOB COMPONENT OF WELFARE REFORM, 
INCENTIVES TO PRIVATE SECTOR TO HIRE DISADVANTAGED, 

URBAN PROGRAM). WHILE SECRETARIAT AGREES THAT LIMITED 
SCOPE EXISTS FOR DEMAND MANAGEMENT, IT IS FEARFUL THAT 
TIGHTER MACRO POLICY, EXPECT ALLY ON MONETARY SIDE, MIGHT 
SERIOUSLY CUT INTO HOUSING AND INVESTMENT ACTIVITY. IT 
BELIEVES THAT SOME SUPPLEMENTARY POLICY NEEDED TO UNWIND 
WAGE/PRICE TRENDS WHILE MAINTAINING HIGH EMPLOYMENT - 
E.H., AN INSTITUTIONAL ARRANGEMENT TO RESTRICT WAGES AND 
PRICES VIA TAX SYSTEM. GRAMLEY REPLIED THAT TAX-RELATED 
INCOMES POLICY PROPOSALS WERE UNDER STUDY, BUT WOULD BE 
ADMINISTRATIVELY DIFFICULT (ESPECIALLY REWARD-TYPE SYS- 
TEMS A LA OKUN) AND POLITICAL FEASIBILITY MUST OBVIOUSLY 
BE CONSIDERED. WHILE MOST DELEGATES AGREED WITH NEED 
FOR CAUTIOUS DEMAND MANAGEMENT IN U.S., UK DEL, SUP- 
PORTED BY FRENCH, JUDGED THAT RISKS WERE MAINLY ON DOWN- 
SIDE, SUGGESTING MORE EXPANSIONARY FISCAL AND MONETARY 
STANCE MIGHT BE REQUIRED. 

7. FRENCH DEL (BERNARD AND BAQUIAST) SET DIRECTION OF 
INQUIRY INTO BALANCE OF PAYMENTS ASPECTS OF U.S. POLICY 
BY QUESTIONING THE WISDOM OF "GENERAL OPINION" THAT IT 
IS DESIRABLE FOR U.S. TO REDUCE ITS DEFICIT WHICH, FRENCH 
DEL CLAIMED, IS NECESSARY (A) TO OFFSET CHRONIC SURPLUSES 
ELSEWHERE (CITING ONLY OPEC) AND (B) TO MAINTAIN BUOYANCY 
LIMITED OFFICIAL USE 
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IN OECD (AND GLOBAL) MARKETS. PROBLEM, ACCORDING TO 
FRENCH, NOT THE SIZE OF THE U.S. TRADE DEFICIT BUT THE 
INSUFFICIENT ARRANGEMENTS TO FINANCE IT IN CONTEXT STABLE 
DOLLAR, SUGGESTING THAT THE "DOLLAR PROBLEM" IS A "STOCK" 
PHENOMENON WHICH SHOULD NOT BE ADDRESSED BY STOPPING OR 
SLOWING "FLOWS." U.S. DEL AGREED THAT CONFIDENCE IN 
DOLLAR WAS IMPORTANT EXTERNAL CONSIDERATION, BUT NOTED 
USG COULD NOT ACCEPT SYSTEM WHICH DID NOT PERMIT DOLLAR 
(THUS U.S. COMPETITIVE POSITION) TO ADJUST TO FUNDAMEN- 
TALS AS IN PART REFLECTED IN CURRENT ACCOUNT BALANCE. 

THIS PARTICULARLY TRUE WHEN SURPLUSES ARE BEING ACCUMU- 
LATED BY OTHER OECD MEMBERS RATHER THAN "LOW-ABSORBER” 
OPEC COUNTRIES. CONFIDENCE IN DOLLAR WEAKENED IN 1977 
WHEN CONCERN DEVELOPED IN MARKET THAT U.S. CURRENT 
ACCOUNT DEFICIT WAS TOO LARGE TO BE FINANCEABLE - THUS 
U.S. FELT COMPELLED TO LOOK AT CURRENT ACCOUNT BECAUSE 
OF ITS EXCHANGE MARKET IMPLICATIONS. NEVERTHELESS, USG 
CONVINCED THAT BEST POLICY VIS-A-VIS BALANCE OF PAYMENTS 
WOULD BE POLICY WHICH INSURED STRONG DOMESTIC ECONOMY, 
PARTICULARLY IN CURRENT SITUATION A REDUCTION IN INFLA- 
TION RATES AND AN EFFICIENT ENERGY PROGRAM. IN OPINION 
USG, THERE IS NO PRESENT DILEMMA BETWEEN DOMESTIC AND 
EXTERNAL OBJECTIVES - BOTH REQUIRE TRENDING DOWN TOWARD 
LONG-TERM GROWTH RATES. U.S. DEL COULD NEVERTHELESS 
ASSURE FRENCH THAT NO SHARP SWING TO SURPLUS WAS 
EXPECTED FOR U.S. CURRENT ACCOUNT, IN FACT SOMEWHAT 
LARGER DEFICIT EXPECTED IN 1978 THAN 1977. FINANCING 
CAPITAL INFLOWS NOW SEEMS TO BE SUFFICIENT, ONE FACTOR 
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BEING THAT INTEREST RATE DIFFERENTIALS WORK IN EQUILI- 
BRATING DIRECTION. U.S. DEL SUPPORTED SECRETARIAT RECOM- 
MENDATION FOR GREATER EXPORT AWARENESS IN U.S. AND OUT- 
LINED SOME IDEAS BEING DISCUSSED IN CABINET-LEVEL TASK 
FORCE NOW WORKING ON THIS PROBLEM. EDRC APPEARED GEN- 
ERALLY TO SUPPORT FRENCH POSITION THAT A U.S. DEFICIT 
DESIRABLE, BUT ALSO SEEMED TO AGREE WITH GENERAL LINES 
OF U.S. VIEW THAT CONTINUED GROWTH BEST KEPT ONLY MODER- 
ATELY ABOVE POTENTIAL AND THAT IN THIS CONTEXT INFLA- 
TIONARY TRENDS AND OIL IMPORTS NEED TO BE BETTER CON- 
TROLLED TO ASSURE CONFIDENCE IN U.S. ECONOMY THUS IN 
U.S. DOLLAR. 

8. BOP DISCUSSION INCLUDED DISCUSSION OF ENERGY POLICY 
WITH MOST DELEGATES URGING PROMPT U.S. ACTION TO ALLOW 
PRICING SYSTEM TO PLAY MORE ACTIVE ROLE IN CONSERVING 
ENERGY AND ENCOURAGING DEVELOPMENT OF NEW SOURCES. U.S. 
DEL OUTLINED STATUS ENERGY PACKAGE. IN RESPONSE TO SUG- 
GESTION THAT ENERGY PROGRAM WOULD HAVE UNDESIRABLE RAMI- 
LIMITED OFFICIAL USE 
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FICATIONS ON INFLATION PERFORMANCE, GRAMLEY AGREED BUT 
FELT (A) THIS CLASSIC CASE OF CONFLICT BETWEEN OBJEC- 
TIVES, WITH NEED FOR "REPLACEMENT PRICING" IN ENERGY 
OVERRIDING AND (B) PRICE EFFECT WOULD NOT BE ALL THAT 
LARGE, FALLING MAINLY ON GASOLINE. WIDMAN CAUTIONED 
THAT ENACTMENT OF ENERGY PACKAGE WOULD NOT HAVE DRAMA- 
TIC MMEDIATE EFFECT ON OIL IMPORTS. HE ALSO RESISTED 
FRENCH ATTEMPT TO DISTINGUISH BETWEEN U.S. OIL, NON-OIL 
BOT DEFICIT, NOTING THAT U.S. CAN NO LONGER BE SELF- 
SUFFICIENT IN OIL THUS OIL IMPORTS MUST. LIKE EVERYTHING 
ELSE, BE PAID FOR BY EXPORTS OF U.S. PRODUCTION, PARTICU- 
LARLY MANUFACTURES (EXCEPT TO EXTENT OF SOME APPROPRIATE 
SHARE OF OPEC SURPLUS). 

9. REVISED TEXT OF U.S. SURVEY, INCORPORATING CHANGES 
PER STATE 169672 AND PER KORP/KLOCK TELCON, WAS APPROVED 
BY EDRC ON JULY 10. ENGLISH VERSION OF SURVEY WILL BE 
RELEASED IN "RONEO" FORM TO PRESS ON JULY 18 (FRENCH VER- 
SION A DAY OR TWO LATER), EMBARGOED UNTIL JULY 26. 

PRINTED SURVEY EXPECTED BEFORE SUMMER BREAK. MISSION 
WILL PROVIDE PRINTED SURVEY TO EMBASSIES IN OECD COUNTRIES 
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